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Summary 

Four types of tax-advantaged accounts can be used to pay for unreimbursed qualifying medical 
expenses: health care flexible spending accounts (FSAs), health reimbursement accounts (FIRAs), 
health savings accounts (FISAs), and medical savings accounts (MSAs). Qualifying unreimbursed 
medical expenses are defined in the Internal Revenue Code (IRC) and typically include 
deductibles, copayments, and goods and/or services not covered by insurance. The goods and/or 
services can include medical services rendered by physicians, surgeons, dentists, and other 
medical practitioners. The costs of equipment, supplies, diagnostic devices, and prescription 
drugs are also qualifying medical expenses. 

Although these four tax-advantaged health accounts share some common features, they also differ 
in important respects. This report provides brief summaries of the tax-exempt accounts and 
compares them with respect to eligibility, contribution limits, use of funds, and other 
characteristics for tax year 20 1 3 . A basic discussion of the four accounts is followed by a side- 
by-side comparison of their key features. The accounts can be summarized as follows, where all 
accounts reimburse qualifying medical and dental expenses not covered by insurance. 

• FSAs are employer-established accounts that reimburse employees for qualifying 
expenses. They are usually funded through salary reduction agreements under 
which employees receive lower monetary wages in exchange for equivalent 
contributions to their FSAs. 

• HRAs are employer-established arrangements that reimburse employees for 
qualifying expenses. Contributions cannot be made through the employees’ 
salary reduction agreements; only employers may contribute. Health 
reimbursement accounts and health reimbursement arrangements are synonyms. 

• HSAs are savings accounts that the account holders use to pay for qualifying 
expenses. They are established by individuals who must hold high-deductible 
health plans (HDHPs) in order to establish or contribute to the HSA. 

Contributions to the accounts can be made by any individual or firm. 

• MSAs are accounts that the account holders use to pay for qualifying expenses. 

They were established by individuals who held high-deductible health plans 
(HDHPs) in order to establish or contribute to the MSA. Individuals generally 
cannot open MSAs after December 31, 2007, but those who had accounts by this 
date may maintain them. MSA eligibility was limited to people who were self- 
employed or employed by an employer with fewer than 50 employees. 

Contributions may be made by the employer or account holder, but not both in 
the same year. 

The report concludes with a brief discussion of the usage in these four accounts. Comparing 
usage is difficult because no single data source contains comparable information on all four 
accounts and the years of data availability differ across data source. In broad terms, 40% of all 
civilian workers in 2012 had access to a health care flexible spending account. Of those private 
firms offering health benefits in 2012, 26% offered an HSA-qualified HDHP. 
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Introduction 

Four types of tax-advantaged accounts can be used to pay for qualifying unreimbursed medical 
expenses: Health Care Flexible Spending Accounts (FSAs), Health Reimbursement Accounts 
(HRAs), Health Savings Accounts (HSAs), and Medical Savings Accounts (MSAs). 1 Qualifying 
medical expenses typically include deductibles, copayments, and goods and/or services not 
covered by insurance. (More details are given below.) This report describes current law 
surrounding these accounts and provides a side-by-side comparison of their key features. The 
report also provides an indication of the relative prevalence of the accounts. 

There are two broad categories of tax provisions that can lower an individual’s tax liability 
because of qualifying medical expenses. First, qualifying medical expenses can be a tax 
deduction. Tax filers can itemize medical expenses incurred by him- or herself, spouse, and 
dependents if these expenses are over the legislative minimum. 2 

Second, tax filers can use one (or occasionally more) of the tax-advantaged accounts discussed in 
this report. Although the accounts differ in many ways, each account contains contributed income 
that the account holder uses to pay for qualifying medical expenses. Each account provides tax 
savings to the account holder because the money contributed to the account is not considered a 
part of the individual’s adjusted gross income. 3 Therefore, no taxes are paid on this income, and 
for those arrangements where the income is placed in an account, no taxes are paid on interest 
earned on the income in the account. Moreover, the tax filer does not need to itemize deductions 
to receive tax savings from the account. 

Itemized deductions cannot be funded through a tax-advantaged account, and expenses funded 
through an account cannot be declared as itemized deductions. In other words, “double counting” 
is prohibited. 



Background 

In general, qualifying medical expenses are defined in the Internal Revenue Code (IRC) at 
Section 213(d) and typically include deductibles, copayments, and goods and/or services not 
covered by insurance. 4 The goods and/or services can include medical services rendered by 
physicians, surgeons, dentists, and other medical practitioners. The costs of equipment, supplies, 
devices, and prescription drugs are also qualifying expenses. To qualify, the medical care must be 



1 For additional general information, see Internal Revenue Service, Health Savings Accounts and Other Tax-Favored 
Health Plans, IRS publication 969, January 20, 2013, http://www.irs.gov/pub/irs-pdFp969.pdf. 

2 The phrase “tax filer” is used for simplicity. A more complete phrase is “tax filing unit.” The tax filer may he an 
individual, a couple filing individually, a couple filing jointly, or the head of a household. A couple can be a man and a 
woman, two men, or two women; for more information, see IRS Revenue Ruling 2013-17. 

3 Adjusted gross income is equal to gross income minus certain exclusions (e.g., public assistance payments, 
contributions to retirement plans) minus some above-the-line deductions (e.g., trade and business deductions, losses 
from sale of property, and alimony payments). 

4 Section 213(d) describes which expenses may be taken into account in determining the itemized deduction for 
medical expenses. Qualifying medical expenses are further explained in Internal Revenue Service, Medical and Dental 
Expenses, IRS Publication 502, December 10, 2012, pp. 5-17, http://www.irs.gov/pub/irs-pdFp502.pdf. 
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primarily used to alleviate or prevent a physical or mental defect or illness. Care used to benefit 
general health (e.g., exercise equipment, vitamins, and vacations) is not a qualifying medical 
expense. Some examples of qualifying medical expenses are breast reconstruction surgery, 
disabled dependent care expenses, fertility enhancement (as specified), hospital services, lifetime 
care — advance payments, long-term care, psychiatric care, special education, and transplants. 
Some examples of expenses that are not qualifying medical expenses are cosmetic surgery, 
funeral expenses, health club dues, and household help. Over-the-counter medications are not 
qualified medical expenses unless prescribed by a physician. Finally, insulin is always a 
qualifying medical expense, whether or not it is purchased with a prescription. 

Table 1 provides a more detailed side-by-side comparison of the laws and regulations governing 
each account. In each case, the reimbursement is for qualifying medical and dental expenses not 
covered by insurance. The beneficiaries for all accounts are the employee, spouse, and 
dependents. 5 



Flexible Spending Accounts 

FSAs are employer-established arrangements that reimburse employees for qualifying expenses. 6 
FSAs are usually funded through salary reduction agreements in compliance with Section 125(i) 
of the IRC, under which employees receive lower monetary wages in exchange for equivalent 
contributions to their flexible spending accounts. 7 For example, employees may forgo $100 a 
month in their 2013 paychecks, which will result in a $1,200 annual contribution to their FSA. 
The entire annual amount of an FSA must be made available to employees at the beginning of the 
year. Suppose the above employee had surgery during February, and incurred over $1,500 in 
unreimbursed qualifying medical expenses. The employee could use the full $1,200 annual FSA 
contribution to help pay for these expenses, even though he or she may have contributed only 
$200 into the account by that point in the year. 

Beginning in 2013, contributions are limited to $2,500 per employee. If each member of a 
married couple is eligible to enroll in an FSA, then each member can contribute up to $2,500. The 
FSA limits are adjusted for inflation yearly using the Consumer Price Index for All-Urban 
Consumers (CPI-U). 8 Prior to 2013, the IRS did not set a maximum annual contribution. Plans 
typically had a dollar or percentage maximum for elective contributions from salary reductions. 
Within these limits, employees choose how much to put into their accounts, and this amount can 
vary from year to year. 

Employers can choose one of three mutually exclusive policies for the treatment of contributions 
in any given year that were not used to reimburse qualifying medical treatment in that year: 



5 Other individuals can be account beneficiaries, especially following the death of the account holder. 

6 For many years, the IRC had no explicit reference to FSAs. The Health Insurance Portability and Accountability Act 
of 1996 (P.L. 104-191) added a definition in subsection 106(c)(2) when it disallowed coverage of long-term care 
through these accounts. For additional information on FSAs, see archived CRS Report RL32656, Health Care Flexible 
Spending Accounts, by Janemarie Mulvey. 

7 Employers are also pennitted to fund FSAs through nonelective payments to the employees. In this case, the 
payments to the employee are tax exempt under Section 105 and Section 106 of the IRC. Moreover, there is no limit on 
these nonelective employer payments, and they may be in addition to the $2,500 limit imposed on employee Section 
125(i) salary reduction agreements. 

8 Patient Protection and Affordable Care Act, P.L. 111-148, as amended, Section 9005. 
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